BEFORE THE STATE TAX APPEAL BOARD

OF THE STATE OF MONTANA

SEAN M PATTEN,
DOCKET NO.: 1T-2000-3

Appel | ant,

)

)

)
- Vs- ) FACTUAL BACKGROUND,
) CONCLUSI ONS OF LAW
THE DEPARTMENT OF REVENUE )
)
)
)

OF THE STATE OF MONTANA,

ORDER and OPPORTUNI TY
FOR JUDI CI AL REVI EW

Respondent .

The above-entitled appeal was heard on October 12,
2001, in the Cty of Bozeman, Mntana, in accordance with an
order of the State Tax Appeal Board of the State of Montana
(the Board). The notice of the hearing was duly given as
required by | aw

The Taxpayer, Sean M Patten, presented testinony in
support of the appeal. The Departnent of Revenue (DOR),
represented by Ms. Sylvia Headley, Field Auditor, Region 4,
M ssoul a, presented testinony in opposition to the appeal.
In addition to testinony, exhibits were received in
evi dence. M. Patten is the appellant in this proceeding
and, therefore, has the burden of proof. Based on the

evi dence, this Board finds as foll ows:



STATEMENT OF THE | SSUE

The issue in this matter is whether the Taxpayer shoul d
be allowed to deduct |osses clained on his 1996 and 1997
Mont ana individual tax return, resulting from a sub-chapter
S corporation of which he is a nmenber and a rental |oss on
his 1996 return.

FACTUAL BACKGROUND

1. Due, proper and sufficient notice was given of this
matter, the hearing hereon, and of the tinme and place of the
heari ng. Al parties were afforded the opportunity to
present evidence, oral and docunentary.

2. The Taxpayer tinely filed his 1996 and 1997 Mont ana
i ndi vidual incone tax returns. On these returns he clained
his share of a sub-chapter S corporation’s | osses:
$4,170.00 and $12,116.00 respectively. Additionally, on his
1996 return, he clained a |oss of $15,587.00 resulting from
rental activities concerning the lower level of certain
property | ocated in Bozeman, Montana.

3. The Board has jurisdiction over this mtter in
accordance with Section 15-2-302, MCA

4. A hearing was held on this matter on February 17,
2000 in Helena, Mntana before David G O sen, DOR hearing

exam ner .



5. On July 12, 2000 the hearing exam ner issued his
decision on the matter finding that the DOR properly
di sal l oned the Taxpayer’s clainmed sub-chapter S corporation
|osses on his 1996 and 1997 tax returns and the rental
activity loss on his 1996 tax return.

6. Additionally, the hearing examner abated the
penalties and interest inposed by the DOR wunder the
provisions of Section 15-30-321(2) MCA by finding those
i nposed by Section 15-30-142(6) MCA to be appropriate.
Since this finding was not appeal ed, the finding remains and
has not been consi dered by the Board.

7. The Taxpayer filed a tinely appeal to this Board on
Sept enber 2, 2000.

8. A final adjustnent notice was issued to the Taxpayer
by the DOR on March 30, 2000. The 25% deficiency penalty
shown thereon was wthdrawn by the DOR at the hearing before
t he Board.

TAXPAYER S CONTENTI ONS

M. Patten contends he is entitled to the losses in
guestion because he owned the Bozeman real property on South
Wlson in 1996 and 1997 and that the sub-chapter S
corporation, BPM Corporation, which is a South Dakota
corporation, was never engaged in business in Mntana and

thus not required to file Modntana tax returns for 1996 and



1997.

In support of his contention that he owned the real
property in question, M. Patten stated that the Bozenan
property was purchased by the Taxpayer’s parents by warranty
deed dated Septenber 30, 1987 (Taxpayer’'s Exhibit #4) and
transferred by quitclaim deed to him from his parents on
Septenber 14, 1988 (Taxpayer’'s Exhibit #5). These two deeds
were apparently recorded although M. Patten did not recall
recording the quitclaim deed. Additionally, M. Patten
stated he was a full tinme college student and too young at
the tinme of the purchase of this property by his parents to
obtain a nortgage on the property. M. Patten testified
that he lived on the top floor of the property and rented
out the lower |evel. He testified and introduced copies of
checks dated 1987-1989 into evidence stating these checks
were for the house paynents and for maintenance (Taxpayer’s
Exhi bit #6).

M. Patten also argued that BPM Corporation did no
busi ness in Mointana during the years at issue and, thus, was
not required to file a Mntana tax return, M. Patten
stated that the only activity reported on the corporation’s
Federal tax return was the profit or loss resulting from a
famly farm operation located in South Dakota. BPM

Corporation did not report rental |osses from the Bozeman



property on its Federal tax return and it has never filed a
Mont ana tax return.

DOR S CONTENTI ONS

DOR, on the other hand, contends that M. Patten, the
Taxpayer, did not own the Bozenman property during the years
in question and that, in fact, the sub-chapter S
corporation, BPM Corporation, owned the property. Furt her,
BPM Corporation was engaged in the rental business in
Montana at this time and was therefore required to file
appropriate tax returns in Montana reporting gains or |osses
fromthe rental activity.

In support of DOR s contentions, M. Sylvia Headley,
Field Auditor Region 4, offered the follow ng:

Throughout the tinme period in question, the Taxpayer
lived in the upper |evel of the Bozenman property. The | ower
level was rented in three wunits. The Taxpayer is a
sharehol der in BPM Corporation which is a South Dakota sub-
chapter S corporation not licensed to do business in Mntana
and has never filed a Mntana tax return. The Taxpayer
owned 15% and 18% of the corporation in 1996 and 1997,
respectively. Losses as described above were reported on
the Taxpayer’s 1996 and 1997 returns. The Bozeman property
was purchased by the Taxpayer’s parents by warranty deed on

Septenber 30, 1987. By warranty deed dated January 19,



1990, M. And Ms. Patten conveyed the property to BPM
Corporation (DOR's Exhibit F). This deed was filed in
Gallatin County. On January 8, 1998 a quitclaim deed was
filed in Gllatin County conveying the property from BPM
Corporation to the Taxpayer (DOR s Exhibit Q. On July 8,
1998 M. Patten filed a quitclaim deed conveying the
property back to BPM Corporation, which was also filed in
Gallatin County (DOR s Exhibit H). Five rental agreenents
were introduced by the DOR (DOR's Exhibit 1). Three of
these rental agreenents, dated January, Mrch and June of
1996, identify BPM Corporation as the “owner” of the
property and two |eases dated June of 1997 identify Ms.
Leigh Patten as the “landlord” of the property. Ms.
Patten, the Taxpayer’s nother, is the corporate secretary of
BPM Corporation. Al |ease paynents were to be paid to the
Taxpayer. On January 3, 1993 an agreenent for rental of the
Bozeman property was reached between the Taxpayer and BPM
Corporation and executed between “Leigh Patten, Secretary
BPM Corp.” and the Taxpayer (DOR s Exhibit J). Under the
terms of this agreenent the Taxpayer was to maintain the
property, collect the rents, which were assigned to him and
pay taxes on the property in return for a yearly property
| ease paynent of $1,200.00 to BPM Corporation. DOR

introduced a property tax notice and special assessnent on



the property for the years 1997 and 1998 show ng delinquent
taxes owed on the property to the Cty of Bozenman and the
county which nanmed BPM Corporation as the owner of the
property (DOR s Exhibit D).

DOR contends that while a taxpayer nmay nake a
gratui tous assignment of his income to another, the Taxpayer
nevertheless remains liable for the tax on it just as if he
had actually received the incone hinself. The «classic
statenent of the assignnment of incone doctrine was nade by
Justice Holnmes when the Suprene Court stated in Lucas V.
Earl, Guy, 281 U. S. 111 (1930), 74 L. Ed. 731, that it would
not recognize for inconme tax purposes an “arrangenent by
which the fruits are attributed to a different tree from

that on which they grew” See also Com V. Bateman, Lady

Marian, 127 F. 2d. 266 (Cal. 1942). In Bing, Leo .

Borvera, 26 F. 2d 1017 (Cal. 2d 1928), affg. 22 F 2d 450;

Seaman, Wareham 55 T.C 292, the Court held an assignnent

of rents wll not shift the income for tax purposes to the
assi gnee. The rental incone is taxable to the assignor-—
| essor just as it would have been had he nmade a gift of the
income immediately after receiving it. “The owner of
property cannot escape taxation on rent derived from the
property by a gift or assignnment of the rent to another.”

Seanen, Wareham 55 T.C 292. Thus, DOR contends that BPM




Cor poration and not the Taxpayer, owned the Bozeman property
in question during 1996 and 1997 and that the corporation
cannot escape taxation on the rental inconme by assigning the
rents to M. Patten, the Taxpayer. Further, BPM Corporation
was engaged in the rental business in Mntana in 1996 and
1997 and therefore nust file Mntana tax returns. | nconme
from rent is included in gross incone. 26 U S.C. 861
(a)(5). A small business corporation engaged in business in
Montana is required to file a corporate |license tax return.
Sections 15-31-111 and 15-31-201 MCA. A loss is not allowed
on a Mntana individual incone tax return of a snall
busi ness corporation shareholder unless the corporation
files a corporate tax return as required by Section 15-30-
202, MCA ARM 42.15.306(1)(b). Section 15-30-202 was
repeal ed begi nning October 1, 2001. See Section 15-30-1101
MCA.

BOARD S DI SCUSSI ON

As stated above, the issue in this matter is whether
the Taxpayer should be allowed to deduct a rental activity
| oss on his 1996 individual incone tax return and subchapter
S corporation |losses on both his 1996 and 1997 returns. The
key to deciding the rental activity loss is who owned the
Bozeman property at the tinme in question. Foll owi ng the

Septenber 1987 acquisition of the Bozeman property by the



Taxpayer’s parents by warranty deed, a nunber of related
party transfers occurred. On  Septenber 14, 1988 the
Taxpayer’s parents transferred the property to him by
qui tcl ai m deed. Then, on January 19, 1990 the Taxpayer’s
parents transferred the property to BPM Corporation by
warranty deed. On  January 8, 1998 BPM Corporation
transferred the property to the Taxpayer by quitclaim deed
which was signed by the Taxpayer as President of BPM
Cor por at i on. Finally, on July 9, 1998 the Taxpayer
transferred the property back to BPM Corporation by
qui tcl ai m deed. The Taxpayer admtted at the hearing that
he never took any action to enforce the quitclaimtitle to
him by his parents on Septenber 14, 1988. Three rental
agreenents were entered into between BPM Corporation as
“owner” and three renters in 1996 and two |eases in 1997
where the |eases were executed on behalf of BPM Corporation
by its corporate secretary as “Landlord.” Additionally, the
property tax notice in 1998 identified BPM Corporation as
the owner of the property in 1997. Therefore, the clear and
convincing evidence and indeed overwhelmng evidence
denonstrates that BPM Corporation owned the property in
question during the tine periods at issue. Since the owner-
| essor for the above |eases was BPM Corporation, it was

properly considered to be in the rental business in Mntana



and therefore required to file appropriate Mntana tax
returns for the years in question. It did not and, in fact,
has never filed a tax return in Montana. Thus, the sub-
chapter S | osses were properly disall owed.

CONCLUSI ONS OF LAW

1. Section 15-2-302, MCA Direct appeal from departnent
decision to state tax appeal board - hearing. (2)(a)
Except as provided in subsection (2)(b), the appeal is
made by filing a conplaint with the board within 30
days following receipt of notice of the departnment’s
final decision.

2. Inconme from rent is included in gross incone. 26
U S.C § 61 (a)(5h).

3. A small business corporation engaged in business in
Montana is required to file a corporate license tax
return. Sections 15-31-111 and 15-31-201 MCA

4. A loss is not allowed on a Mntana individual incone
tax return of a small business corporation sharehol der
unl ess the corporation files a corporate tax return as
requi red by Section 15-30-202 MCA.

5. The appeal of the Taxpayer is hereby denied and the
deci sion of the Departnent of Revenue uphel d.
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ORDER

I T I'S THEREFORE ORDERED by the State Tax Appeal Board
of the State of Mntana that the final adjustnents to the
Taxpayer’s 1996 and 1997 tax returns shall be approved as
made.

DATED this 29th day of October, 2001.

BY ORDER OF THE
STATE TAX APPEAL BQOARD

( SEAL)

GREGORY A. THORNQUI ST, Chai r man

JEREANN NELSON, Menber

M CHAEL J. MJULRONEY, Menber

NOTI1 CE: You are entitled to judicial review of this Oder
in accordance wth Section 15-2-303(2), MCA Judi ci al
review nmay be obtained by filing a petition in district
court within 60 days follow ng the service of this O der.
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CERTI FI CATE OF SERVI CE

The undersigned hereby certifies that on this 29th day
of COctober, 2001, the foregoing Oder of the Board was
served on the parties hereto by depositing a copy thereof in
the U S. Mils, postage prepaid, addressed to the parties as
fol |l ows:

Sean M Patten
2107 Hi ghl and Court
Bozeman, MI' 59715

Ofice of Legal Affairs
Depart nent of Revenue
M tchell Buil ding

Hel ena, MI 59620

Syl vi a Headl ey

Audi t or

Conmpl i ance, Val uation, and Resol ution Process
Mont ana Departnent of Revenue

1610 South 3'% Street West #105

M ssoula, MI 59801

DONNA EUBANK
Par al egal
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